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RESPONSE TO THE FCC’S

SECOND FURTHER NOTICE OF PROPOSED RULEMAKING
IN THE MATTER OF IMPLEMENTATION OF THE LOCAL
COMPETITION PROVISIONS IN THE
TELECOMMUNICATIONS ACT OF 1996

CC DOCKET 96-98

I INTRODUCTION

The Commission, in response to a recent Supreme Court ruling,' is asking for further
comments on a number of issues, among them the minimum set of network elements that are

required to be offered to competitors nationwide on an unbundled basis.

In its Opinion, the Court discussed the language of Section 252(d)(2) of the Telecom-
munications Act of 1996, which defined so-called “necessary” and “impair” standards, as well
as the “essential facilities” standard embedded in antitrust law. The Court did not further
define these standards, nor indicate which should be controlling, but it did say that the
Commission must make a reasonable determination of a standard on which to base its decisions

as to which network elements must be made available on an unbundled basis.

It is not the intent of this pleading to define a standard. We do, however, make a
compelling showing that widespread competition for a wide spectrum of local services is
technically feasible and economically viable without the use of certain previously prescribed
unbundled network elements (“UNEs”) — specifically local switching and shared transport.
Since the availability of such competition is a principal objective of the Act, we assert that if
the purposes of the Act can be achieved without access to these elements, then they should not

be required.

The demonstration we make is in the form of a detailed computer model (which we

developed for BellSouth) of a competitor’s serving network architecture that does not utilize

'AT&T Corp. et al. v. Iowa Utilities Bd. et. al., 119 S.Ct. at 733-736 (1999).




these network elements. The model relies heavily on factual information concerning the area in
which the competitor is assumed to operate — including existing UNE prices, wire center sizes
and locations, current traffic volumes and revenues. It has been run for the Atlanta LATA and
clearly demonstrates that, in that LATA, which is by no means atypical, competitors for local
telephone service using the postulated architecture will make substantial profits serving both

business and residential customers.

As will be seen from the following discussion, our showing is specifically directed to
the question of whether switching and shared transport should be required as unbundled
network elements. Our hypothesized use of loops and interoffice facilities obtained as UNEs
serves merely as a simplifying assumption to demonstrate the feasibility of the architecture. It
should not be construed to indicate that these elements must be included in the minimum set.
Indeed, in markets that account for the bulk of the traffic in the U.S., there are virtually always
competitive substitutes for ILEC-supplied, dedicated interoffice facilities.”> And, as their
widespread deployment amply demonstrates, there are no barriers to their deployment and
further expansion. While we think a good case could thus be made for their exclusion from the
set of inputs that needs to be offered, that is not the specific case we are making. Our focus is

switching and shared transport.

The principal characteristics of the model and summary results are outlined below.
Further details about the model and results are contained in the attached report, “Description of

the TELCOMP® Model Version 1.3 and Results of its Application to the Atlanta LATA.”

II. COMPETITOR’ S SERVING ARCHITECTURE

The competitor’s network architecture is as follows:

e The competitor is assumed to stand ready to serve all customers in a defined serving

area, which may be a LATA or a subset of a LATA.

*For example, in 1993, CAP facilities were already reportedly available in large cities. P. Huber, et al., The
Geodesic Network II: 1993 Report on Competition in the Telephone Industry (Geodesic Company: Washington,
DC, 1993), at 2-24 to 2-52. The FCC’s most recent Fiber Deployment Update End of Year 1997 identifies the
presence of CAP/CLEC facilities across a number of U.S. cities and estimates that CAPs/CLECs have deployed
collectively 1.8 million fiber miles as of 1997; at Tables 14, 15 and pp. 39-47.




o The competitor provides a wide range of local telecommunications services — at least all
services that could be provided using local switch UNEs.

e The competitor leases loops, dedicated interoffice transport, and necessary collocation
elements from the incumbent at published UNE prices.

o The competitor provides its own switching function at the location(s) of its choice,
using equipment readily available from many manufacturers.

e The competitor receives all basic service, vertical service, intraLATA toll and
interLATA access revenue.

This architecture relies only on certain dedicated UNEs — loops, dedicated interoffice
transport, loop concentrators and collocation equipment. It does not require any shared UNEs,
such as switching with all of its variants, or shared transport. The only equipment which the
competitor must supply is switching — which is readily available on the market without
excessive ordering intervals and which can be placed in any convenient building. Modern
switches are available in a wide range of sizes, from a few thousand to over 100,000 lines, and
can economically provide service in both large and small areas. No outside plant need be
constructed, although some companies might find it economical and convenient to utilize their
own transmission facilities or lease them from other carriers in selected locations, lowering

their costs still further.

Furthermore, by providing its own switching function, the competitor has much more
control over the variety of services that can be offered than if it obtained that function from the

incumbent, thus furthering the objectives of the 1996 Act.

. INPUT DATA, ASSUMPTIONS AND ECONOMIC ANALYSIS

The primary input data are certain basic facts concerning the area to be served. These

include:

e The size, location, and traffic level of every incumbent local exchange carrier (“ILEC”)
wire center in the area to be served.

e UNE prices.




Total revenues for basic service, vertical services, intraLATA toll and interLATA
access.

Some general assumptions must be made, as follows:

Location and cost of the competitive local exchange carrier (“CLEC”) switch

CLEC cost of capital.

Amortization and depreciation periods for capital equipment and non-recurring costs for
leased facilities.

Anticipated service penetration — percentage of lines to be served by the CLEC at the
end of the ramp-up period.

General, Sales and Administrative (“GS&A™) costs as a percentage of revenues.
Customer acquisition costs.

CLEC churn rate.

Ramp-up rate.

Synergy with interLATA toll, if any

Unlike the input data describing the customer base in the LATA, these inputs are often a

single number, and can readily be varied by the user.

IV.

The model then calculates a set of economic indicia, including:

Profit and loss for each year of the ramp-up.
Cash flow for each year and cumulative capital required.

Return on investment over the ramp-up period.

MODEL RESULTS

The model has been run for the Atlanta LATA. It shows that, using actual revenues and

current UNE prices, (and a reasonable and conservative set of other assumptions), a competitor

can earn excellent returns with modest investments while standing ready to serve all potential

customers in the LATA. The returns vary, depending upon whether the competitor selectively

targets high revenue customers, and whether it benefits from synergies with interLATA service.

In all cases, however, the business is highly profitable.




Specifically, the returns on investment vary from a low of 42 percent to a high of 153
percent. Profits are always positive by the second year, and all capital is recovered by the fifth
year in all cases. This is clearly a good business by any measure, and it is all done without the

use of unbundled switching and shared transport network elements.

V. IMPLICATIONS OF THIS RESULT

The principal implication of this result, for the questions at issue in this proceeding, is
that the FCC should not include switching and shared transport within the “minimum” set of
UNESs. Atlanta is not atypical as LATAs go. It contains a large metropolitan area, a suburban
ring and outlying rural areas. The UNE prices are in the midrange of those in effect for Bell
companies around the nation®, and local telephone revenues are at the upper end of the range.*
If competition can succeed without shared UNEs in Atlanta, it can almost certainly succeed in
many other areas as well. If conditions in some LATAs are so different that these conclusions
do not appear to apply, then specific studies should be instituted in those locations. As the
Commission has noted in its rules, state regulatory agencies can mandate access to additional
network elements if appropriate for local conditions. However, since loop prices are the
principal determinant of direct costs, a region that could not support competition using this

architecture probably could not support it even if switch UNEs were offered.

Only the switching (and related shared transport) UNEs are discussed here. It should
not be inferred from this discussion that the unbundled network elements that were used in this
analysis, such as loops and dedicated interoffice transmission, are necessarily required to

sustain local competition. There are many areas of the country, including downtown Atlanta,

*Data collected by SPR in August 1998 showed that UNE prices for unbundled loops (the most significant cost
element in this architecture) ranged from a low of less that $4.00 in certain metropolitan areas to well over $50 in
rural areas. Most rates were clustered in the $10.00 to $20.00 range. BellSouth Georgia’s rate for unbundled
loops is $16.50. See Order Establishing Cost-Based Rates, Docket No. 7061-U, In re: Review of Cost Studies,
Methodologies and Cost-Based Rated for Interconnection and Unbundling of BellSouth Telecommunications
Services, October 21, 1997, before the Georgia Public Service Commission, at Appendix A.

#1997 FCC data from the Bell operating companies show monthly switched revenues per access line ranging from
$28.17 to $47.72. SBC, USWest and BellSouth did not show individual state data, so it is likely that at least some
of the states in these regions have revenues higher than those listed FCC, Statistics of Common Carriers, at Table
2.9 at 2.10 (1997-1998 Edition). The BellSouth Georgia data used in our study showed revenue per access line of
$47.22.



where such facilities are available from other parties than the ILEC at fully competitive prices.
In such situations, these facilities can be used in lieu of dedicated transmission UNEs, making

it inappropriate to include these elements within the “minimum set.”

Switching, however, is of central importance to the entire process of providing
competitive local service, since it is the element where narrowband services are defined.
(Broadband services are a different matter, and cannot be supported by local switch UNEs in
any event.) As shown here, CLECs can profitably provide a full spectrum of local service
using their own switching. Switch UNEs are not needed for this purpose. Their primary
function is to allow a CLEC to replicate local service while incurring costs which are far below
resale prices without providing any added value. Allowing CLECs to conduct arbitrage
operations of this sort is certainly not an objective of the Act, nor is it likely to provide the

public with meaningful service choices.

VI. RELATIONSHIP TO LEGISLATIVE CRITERIA

The Act states that the Commission shall consider, at minimum, whether

(a) Access to such network elements as are proprietary in nature is
necessary, and
(b)  Failure to provide will impair the ability of the telecommunications
carrier seeking access to provide the services that it seeks to offer. ’
There is much discussion of these matters in the Notice, as well as of the related
“essential facilities” concept. It is not the purpose here to argue the meaning of, or the
applicability of, these legislative criteria and related questions. Suffice it to say that the studies

reported here do show that:

(1) Access to shared network elements such as switching and shared transport is not
necessary to enable competition.
(2) The failure to provide such shared network elements certainly does not impair the

ability of the competitor to provide a broad spectrum of local services. To the contrary,

*Telecommunications Act of 1996 at 252(d)(2).




the competitor is better able to provide such services than if it used these elements,
since by controlling the switching element it is in a far better position to innovate.
(3) These network elements are certainly not “essential facilities” as these are normally
understood under antitrust law.
Therefore, no matter what standard is ultimately adopted, switching and shared
transport should not be among the minimum set of network elements which must be made

available on an unbundled basis.

VIl. SUMMARY

The tests described in this filing have conclusively demonstrated that competition for
local telephone service is technically feasible and economically viable without the use of
switching or shared transmission UNEs in the Atlanta LATA, and probably in many other
LATAs as well. Switching equipment can easily be self-provided, since it is readily available
from many manufacturers, and can be installed in a location or locations of the CLEC’s choice.
Since one switch is adequate to serve large number of customers, and others can be added as

traffic grows, initial capital requirements are not onerous.

Any CLEC selecting this architecture has the potential to earn substantial profits and
obtain an early return of capital, while providing a service which can readily be enhanced
according to the needs of its customers. Switching UNEs are by no means necessary, their
absence clearly does not impair the CLEC’s ability to provide service, and they are not an

essential facility.

The Commission should not include switching and shared transport elements within the
minimum set of UNEs. If a CLEC insists that these UNEs are necessary in some LATA, then it
should be obliged to make a showing to that effect. Such a showing is most appropriate before

a state regulatory body, as the Commission itself has prescribed in its rules.
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l. Overview

The TELCOMP® Model calculates the costs and revenues that a competitive local
exchange carrier (“CLEC”) would experience if it provided local service utilizing unbundled
network elements (“UNEs”) for loop distribution and interoffice transmission, but provided its
own switching equipment. The core of the model relies on clear and unambiguous data, such as
locations and sizes of wire centers, existing traffic volumes, current revenues per line, and UNE
prices. The model is also intended to yield conservatively high costs, precisely to dispel concerns
that it may be overly optimistic about the economics of intraLATA competition. All of the direct
costs incurred by a CLEC — payments to the incumbent local exchange carrier (“ILEC”) for
network elements and capital costs for owned equipment — are included. Both recurring and
nonrecurring costs are calculated, with the latter being spread over the life of the installation in a
manner similar to the treatment of capital costs. Revenues associated with the services supported
by the modeled network are also calculated. Operations, marketing and other support costs are
not specifically modeled, but are estimated as a percentage of revenue. The model can also
accommodate as inputs costs associated with starting the business and customer acquisition costs.

Various marketing strategies can be analyzed, including targeting all customers in the
LATA, all customers served by selected wire centers, or focusing service offerings to attract a
larger proportion of high-revenue customers.

The model also includes variables to take account of possible synergies between the CLEC

business and the interexchange business. These synergies apply to both marketing and




production. Because of these synergies, the CLEC business may be more attractive for inter-

exchange carriers (“IXCs”) than for other entrants.

Il.  Model Structure and Key Assumptions

The specific system architecture is shown in Figures 1 and 2. Figure 1 details the network
layout, showing what kinds of facilities are used to provide the various required service elements.
Figure 2 is a detailed diagram of the wire center configuration at each ILEC central office (“CO”),
including the specific network elements that need to be obtained by the CLEC, and the equipment
that needs to be placed in collocation space. The primary structural assumptions are as follows:

1) The CLEC will provide service everywhere in the LATA or some specified subset of
it. It will stand ready to serve all customers in the defined areas, but may achieve
different penetrations for different customer groups (grouped by business/residence
and revenue stratum) depending upon its service offerings and pricing.

2) The CLEC will always use unbundled loops to reach its customers. It then neces-
sarily collocates at the serving wire center. It also obtains a loop concentrator located
at the serving wire center as an unbundled network element.

3) The CLEC uses DS-1 lines as UNEs to connect the serving wire center with its own
serving switch. This is a high-cost assumption, since there may be cases where the
CLEC could reduce costs by providing its own facilities or obtaining them from
facilities-based CLECs, which may cost less than facilities obtained from the ILEC at
UNE rates.

4) The CLEC will provide its own switches.

5) The CLEC will interconnect its own switches, if it has more than one, using leased
DS-1 facilities obtained as UNEs. As is the case in item 3) above, this is a high cost
assumption. There may well be a more cost-effective ways for a CLEC to obtain these
facilities. In the analyses run to date, however, the switch cost function used has led
to a single switch configuration in all cases, so there have been no costs in this

category.




6) The CLEC will provide trunks, again using leased DS-1 facilities, to deliver traffic
terminating at the ILEC to the ILEC's terminating wire center.
7) Similarly, calls originating at an ILEC switch and terminating on a CLEC switch will

be delivered to the CLEC at the originating wire center.

Figure 1

Network Configuration
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Figure 2

Wire Center Configuration
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Note: Flgure 2 shows two POT bays for clarity of exposition. There is actually only one
POT bay in each collocated space, but each line that enters the collocated space
transits the POT bay twice.

8) If the CLEC is an interexchange carrier, it may provide interexchange service in
conjunction with its local service. In this case, it will incur additional expenses and

reap additional revenues to the extent that new interexchange customers are attracted.

Ill. Cost Calculations
Using the above network structure and appropriate input data, the model calculates the
following:
1) The costs of connecting the customers’ premises to the ILEC central office.
This is simply the cost of an unbundled loop, containing both a non-recurring and

recurring component.




2)

3)

The costs of a loop concentrator.

The loop concentrator is a device that multiplexes individual lines into DS-1 bit
streams and also provides for line concentration of as much as two to one. In
particular, the loop concentrators offered by BellSouth will accept as many as 96 lines
and concentrate them onto two DS-1 lines. In our current model runs, because there
may be areas where the traffic is too heavy to permit the two-to-one concentration, we
have conservatively assumed that 80 loops are multiplexed onto the two DS-1
channels. The costs that are incurred are the cost of the loop concentrator itself,
which contains both a recurring and nonrecurring component, plus a per-line charge
for each loop connected to the loop concentrator, denoted as a “CO Channel
Interface.”

The costs of collocation at the wire center.

This is a complex area, and may vary among ILECs. The structure assumed here
follows the BellSouth method of collocating. Examining the wire center configuration
in Figure 2, it can be seen that the loop and the loop concentrator are interconnected
by the ILEC outside of the collocated space. The DS-1s that emerge from the loop
concentrators transit a DSX frame to cross-connect to the collocated space. A point
of termination (“POT”") bay serves as the interface between the ILEC network and the
collocated space. The only equipment that the CLEC need purchase is a DSX frame
to connect the DS-1s coming from the loop concentrator to the outgoing DS-1 line
which ultimately connects to the CLEC switch. This connection to the outgoing line
again transits the POT bay and a DSX frame. (Figure 2 shows two separate POT bays
for clarity of exposition. In actuality, there is just one POT bay for each collocated
space, which the connections described here transit twice.) There is a small charge for
each transit of a POT bay or a DSX frame. The situation is similar for trunks
connecting the CLEC switch with the ILEC switch in the building. These trunks are
designed to carry traffic in both directions between the ILEC and the CLEC.

It should be noted that this architecture precludes the need for the CLEC to
dispatch to the collocated space unless the CLEC elects not to pre-wire and pre-

inventory its collocated equipment. All additions, rearrangements and trouble isolation




4)

3)

at the DS-0 level are done by the ILEC, since the CLEC does not have access to the
individual DS-0 channels at this location. It is also assumed, since the DSX frame is
virtually a passive device, that the collocation space is “cageless” which eliminates the
need for a minimum square footage charge. The charges for collocation, in addition to
the DSX cross-connects and POT bays mentioned above, comprise a one-time
“application fee” and square footage costs. There are also charges for power, but
since the DSX is virtually passive, these are negligible in this case.

The amount of space is calculated based on the number of DSX frames. A DSX
frame, or bay, contains up to ten panels, each of which can accommodate ten DS-1
lines. Thus, the number of DSX bays in a central office can be calculated from the
number of DS-1 lines that transit the collocated space. Each DSX frame requires
approximately 7.5 square feet of space, which includes enough space to work on the
unit.

The costs of connecting the wire center to the CLEC switch.

These costs are calculated based on the UNE prices for dedicated interoffice
facilities. UNE prices include a fixed charge per DS-1 and a mileage charge. For all
central offices other than the serving wire centers of CLEC switches, there is also a
local channel charge, which is not mileage-dependent.

The costs to the CLEC of providing the switch to serve its customers.

Since the CLEC is providing its own switch, the cost of switching is a capital cost.
The cost of a switch is described by a formula of the form A+Bx+Cy, where A, B and
C are parameters, x is the number of unconcentrated lines, and y is the number of trunk
terminations. The maximum number of lines plus trunks is given by a parameter, M.
The default values are $900,000 plus $75 per line and $75 per trunk. The trunk and
line costs are assumed to be the same because many of the “line card” functions
actually take place at the loop concentrator. The maximum size is assumed to be

100,000 lines plus trunks.




6)

7)

8)

The costs of interconnecting the CLEC switches, if there is more than one.

It is assumed that the switches are fully interconnected with trunk groups engi-
neered for 1-percent blocking in the busy hour and carried on DS-1 facilities obtained
from the ILEC at UNE rates. We assume that every call is carried (if necessary) to the
POP nearest to the terminating CO. Costs include an interoffice facility and two local
channels for each channel between POPs. However, since the cost model used for
switching in this version of the model assumes a substantial getting-started cost and a
large maximum size, a single switch configuration is always optimal for the CLEC at
the penetration levels examined (5 percent).

The costs of carrying traffic between the ILEC and the CLEC.

This is the cost of the trunks that carry traffic from the CLEC switch to the ILEC
terminating wire center, and from the originating ILEC switch to the CLEC switch. In
order to avoid common transport and switching charges, it is assumed that the CLEC
provides trunks, leased at UNE rates, from its switch to the ILEC switch where the
call is to terminate. Similarly, in order to avoid requiring the ILEC to carry local
traffic to a possibly distant CLEC switch, it is assumed that originating ILEC traffic is
handed off to the CLEC at the originating wire center and utilizes these same trunk
groups. These trunks are also engineered for 1-percent blocking in the busy hour. As
in the case of the facilities connecting the loops to the CLEC switch, these trunks will
incur interoffice dedicated transport and local channel charges as appropriate. Al-
though these facilities connect the same locations as the lines between the customers
and the CLEC switch, they do not share the same DS-1 lines.

We assume that the traffic volume to and from the ILEC is equal. Under most
interconnection agreements, the charges for call completion at the terminating switch
are equal. Thus, net charges for call completion is zero. In practice, CLECs can (and
do) improve their results by targeting customers with é high proportion of terminating
traffic, such as Internet Service Providers. We do not, however, consider this.

Total network cost of providing service.
The sum of the above, including depreciation of capital expenditures, amortization

of non-recurring charges, and interest payments for both, is the total direct cost of




providing local exchange service, exclusive of administration, billing, and marketing
Ccosts.
9) Other costs:

A number of non-network costs are considered, so that a realistic estimate of the
total profitability of the business can be obtained. These are:

a. “Business getting started cost.” This represents those costs, other than network
costs, which must be incurred to initiate the business. This is given as a single
quantity, and is expended in the first year of operation. The default value is
$500,000.

b. “Customer acquisition cost.” This represents the marketing effort, whether by
direct marketing or mass marketing, that is expended to capture a customer. It is a
one-time cost per line, expended at the time of service commencement for that
customer. The default value is $25 per line. This amount is in addition to any
installation charges that the CLEC charges its customers. It should be noted that
customer ‘“‘churn,” that is, disconnects of old customers and connections of new
ones, will lead to customer acquisition costs, as well as installation costs. Thus, if
the amortization life of a loop (in the default case), is 2.5 years, then the customer
acquisition and unbundled loop non-recurring costs are increased to account for 40
percent‘“‘churn.”

c. “Sales, General and Administrative (“SG&A”).” This is expressed as a percentage
of gross revenue, and includes any discounts or sales incentives (other than the
customer-acquisition costs described above) adopted to attract new customers.
The default value is 25 percent of revenue.

10) The revenues to be realized by the CLEC.

This includes all local, intralLATA toll, and vertical service revenues as well as
interLATA access charges. It does not include private lines, terminal equipment,
inside wire, or any other revenue which depends on equipment or facilities which are
not included in the cost model. It also does not include installation revenues, which

are treated as an offset to customer-acquisition costs.




11) Additional revenues and costs associated with interexchange operations.
Interexchange revenues are assumed to supplement the CLEC’s local revenues.
The costs of interexchange operations are estimated based on financial data from
AT&T and MCI. Allowance is made for the high marketing and overhead costs of the
interexchange business.
12)  Cash flow for each year of the ramp-up period.
13) Profit (or loss) for each year of the ramp-up period.

14) Rate of return over the study period.

The input data required for TELCOMP® are listed in Attachment 1. The cost model is
implemented in the computer language Mathematica™, and can be downloaded, along with

descriptive material and a user’s guide, from the SPR website, at www.spri.com.

IV. Results

The model was run for the entire Atlanta LATA, using BellSouth UNE and collocation
prices. Tables 1 through 5 are the input and results portions of the program as it appears on the
website. The input data and assumptions are given in Tables 1 and 2. The section of Table 1
labeled “Prices of Unbundled Elements” contains the critical cost information normally contained
in the ILEC UNE price list, and the numbers are the prices for Georgia. Similarly, the revenue
information in the “Customer Input” section of Table 2 is actual data from Georgia. The rest of
the inputs are parameters that can be selected by the user to test the implications of various

operating assumptions.




-10-

Table 1

INPUT DATAII

The TELCOMP® Model v1.3 (rel. 26 Mar 1999)
LATA: Atlanta GA; POP locations: MCI Worldcom

Model Input Values

10

10

262

16.51

0.9016

308.13

76.33

42.54

31.33

38.36

0.45231

78.47

16

2.4

312.89

111.75

3850

310

54

7.5

100

20000

0

0.01

80

7.5

900000

75

75

100000

0.0033

0.0119

0.0333

0.0119

25

500000

0.25

Target Markets
number of residential deciles targeted by CLEC
number of business deciles targeted by CLEC

Prices of Unbundied Elements

price of a loop multiplexer ($/mo)

price of an unbundled loop ($/mo)

price of a loop crossconnect ($/mo)

non-recurring price of the first loop multiplexer at CO ($)
non-recurring price of an additional loop muttiplexer ($)
non-recurring price of the first loop at CO ($)

non-recurring price of additional loops at CO ($)

price of a DS1 local channel ($/mo)

price per mile of a DS1 interoffice channel ($/mile/mo)
price of a DS1 interoffice channel termination ($/mo)

price of two DS1 collocation crossconnects ($/mo)

price of two DS1 collocation POT bay connections ($/mo)
non-recurring price of a DS1 local channel ($)
non-recurring price of interoffice DS1 facility termination ($)
application fee for collocation at each CO ($)

non-recurring price of first pair of DS1 cross-connects for collocation ($)
non-recurring price of additional pairs of DS1 cross-connects for collocation ($)
price of collocation space ($/sq ft/mo)

price of collocation space preparation ($)

price of DS1 cross-connect (DSX) bay ($)

price of number portability ($/mo/line)

Mode! Parameters

blocking probability

loops per loop multiplexer

square feet per DSX bay

fixed cost of switch ($)

switching cost per line ($)

switching cost per trunk ($)

maximum switch size (lines + trunks)

monthly maintenance expense / gross investment

monthly depreciation expense / net plant

monthly amortization rate for non-recurring loop costs

monthly amortization rate for other non-recurring costs

customer acquisition expenditures net of installation charges ($/line added)
start-up expenditures ($)

other sales costs (including price discounts) and G&A costs / revenues




Q
Q.14
0,027
086
Q.021
041
18

Customer Inputs
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Table 2

INPUT DATAII

InterLATA Toll Assumptions

Does CLEC provide interLATA toli? (1 if Yes, 0 if No)
price of interLATA toll ($/min)

price of access ($/min)

fraction of interLATA toll revenues going to CLEC
marginal non-capital cost of interLATA toll ($/min)
marginal capital expenditure of interLATA toll ($/min)
access minutes per conversation minute

CLEC Penetration by Year

1078250

0.0056] year 1
0.0167] year 2
0.0278] year 3
0.0389| year 4
0.05] year5
144908389} total ILEC revenue in area served by CLEC ($/yr)
Georgia Revenues by Customer Decile ($/yr)
res total I bustotal _ bus access
16174310 8112213 10759780 34298971
12111822 4396874] 8306875 1314614
10671772 32045 7766511 995237|
9785495 2495319 7465744 819394/
9068810 1871477 7064682 571568
8452885 1351130 6704675 486527
7894335 902803 6172902 324532
7424501 530548 5741597 201000
70738531 | 24634011 5149529 90551
6688134 519921 4793337 8351
2328020] residential loops in Georgia

business loops in Georgia
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The results are given in Tables 3 through 5. Most of the parameters are the same in the
three cases. All use the basic Georgia cost and revenue information, assume a five-year ramp-up
period, 5 percent penetration of targeted markets, and the other input parameters shown in Tables
1 and 2. The only difference is in the business strategy.

Table 3 is the base case. It assumes that all business and residential customers in the
LATA are targeted equally, and no benefits from additional inerLLATA traffic are obtained. Even
in this, which is the least favorable case examined, the business is quickly profitable. It shows
positive profits in the second year, positive cash flow in the third year, and full recovery of all

investments by the fifth year. The overall rate of return for the business is 42 percent.

Table 3
Results - All Customers Served,
Long Distance Not Included
Year 1 Year 2 Year 3 Year 4 Year 5
lines in service 17,050 51,151 85254 119,351 153,459
lines added 17.050 40,921 54563 £8,199 81.848
|SG&A: customer acquisition expenditures $426.25 $1.023.02 $1.704 %35 $2.046.210
|SGSA: stan-up expenditures $500.001 $q
|SG8A: other expensesfline/month $11 $11 $11 5_2 $11 $11.8)
lotal network expenseg/line/month. $ £31 $30.2 §297. $29.4b
total capital expenditures/ineyear SMW’
total depreciation, amortization & maintenancefline/month $7. $4. $4. $3. $3.33
total revenuefline/month $47.2 $47.23 $47.2 $47.2P
ital expend $7.287.907 s61aazsel  $7.973.000

total capi 1 li $427 $151 $1 $117 $1
total revenye pervear | $28.081.517]  $48.303.851
tolal expenses pervear $0.707.9021 $26.330.941] $43.020.474 71

rofit per ($137.585 $2.650.57§ 1977

fl ryear ($6,277.852 ($1,477,447 $351.43d $3.993.56:

mulati low 7.7 4 7
rate of ret | 41,50%]
Parameters
number of POPs 1
residential users 10 dedi
[business users 10 deci
central offices (COs) included 10!

jectiv rati 5%
framp-up period. 5
long digtance included (1 if Yes, 0 if NO}

Table 4 represents a more likely business strategy, in which the CLEC targets all business
and the highest-revenue 30 percent of residential customers. Predictably, this improves results

significantly. In this case, both profits and cash flow turn positive in the second year, and all
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investment is returned by the third. The overall rate of return increases to 87 percent. It is
significant to note that, although the total revenues in this case are less than in the base case, the
total profits are greater. This implies that the CLEC would not merely have a lower return, but

would actually lose money on the additional residential customers it serves in the base case.

Table 4
Results - Selected Customers Served,
Long Distance Not Included
Results by Year
Year 1 Year 2 Year 3 Year 4 Year5
lings in ice 9,323] 46,615 65264 83.910
li 9323 22373 29.835 37.295 44,752
|SG&A: customer acauisition expendilures ﬂm_ﬁiﬁﬁg_.ﬂiﬂ—iﬂzaz 18,740
SG&A: start-up expenditures $500.000] $ $4 q
SG&A: other expensesfling/month $14.91 $14.9 $14.9 $149 $14.
total network expen: ine/month $43.2 $34.0i $32.1 $31.27 $30.
total ital expenditures/lin r $655.99 $129.91 $87.85 $69 53 $70.7
total depreciation, amortization & maintenance/line/month $10.6 $5.7¢ $4.708 $4. $4.15
total revenue/line/month $59.64 $59.64 $59.64 _$59.64 $59.6%
| capital expend; r s6.115773]  $3633260]  $4.00526d
ltotal capital expenditures per line added pevear $656 $162 $137 $122 $133
total reven $6.672,100] _ $20.014.867] 4 $60,051,048
total ryear $6.511.548|  $16.431.617] $26.311,681  $36.165.823 1
orofit pervear $160,552 | $3.583.251 $7.048.81 $10.541,02 $13
{$5.025 806 $1.363.803] | $8.204691
:ifnttlgi ive cash iflow { 15 é1 gél_é g:
rate of return I Mﬂ
Parameters
Inumber of POPs A
resi i 3 i
[business ysers 10 deci
central offices (COs) included 10i
objective penetration rate after Syears %,
ramp-up period Sﬂ_ﬁi
lonq distance included {1 if Yes, 0 if No}
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Table 5 shows the best case. In this strategy, best suited for an IXC, not only are the
markets stratified as in the case above, but it is assumed that the CLEC obtains interLATA
business from some of the customers for whom it provides local service. It is likely that if the
CLEC is also an IXC, virtually all of the customers using that CLEC would also use it for
interLATA service. Some of these CLEC customers, however, might already have been
customers of the IXC before it offered local service, and their business cannot be counted as
incremental to the provision of local service. In the case tested, this fraction of customers that
switch to the CLEC for interLATA traffic is assumed to be 60 percent. This leads to even more
favorable results. The business is profitable in the first year, cash flow is positive in the second,
and all investment is returned by the third. The overall rate of return on investment for the five

year period is 153 percent.

Table 5
Results - Selected Customers Served,
Long Distance Included
Year 1 Year 2 Year3 Year 4 Year 5

lines in seryi 9 27.967 46,615
lines added 9,323 22,373 29,835 37,295 44,752

tomer acguisiti jre $233.073 $745 87|
|SGaA: start-up expenditures $300.00 $0
[SG&A; other expenses/iine/month $18.61 $186 $18.6
total network expenses/line/month $37.64 $35.7,
[iotal capital expendituresflinefear £672,19 $140.71 $94.33
tot reciati izati i j $10 $6.0 $
tot li $74 $74.4 $74.4
lotal capital expendityres pervear £6.266.794 $3.930.272  $4.397.3
iotal capital i i $672 $178 $147 $130 $1
total revenue peryear $8,328,498 | 4,983 .7 4 4 74,959 1
tolal expenses pervear $72.3338361 $1
orofit pervear __$994.663]
|cash flow peryear (34,321,142 $3.62 8,798,294 13,982 67. 18,159,13
jcumylative cashflow —($4.321,1420 1 4
T return | 153.06%
Parameters
number of POPs 1

. " S deci

Losidential yser Todec
central offices (COQs} inclyded 104
objective penetration rate after Syears 5%
ramp-yp period )
long distance inclyded (1 jf Yes. 0 if No)
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All of the scenarios reported here were based on a five-year ramp-up period. Although
this seems like a reasonable rate, it is possible that some carriers may wish to develop their market
more rapidly. Such a course is not likely to change the bottom line very much, although it will, of
course, require a more rapid infusion of capital. Indeed, a previous, simpler model which merely
took a “snapshot” of the situation at full deployment, which did not consider non-recurring costs
or long distance, and which assumed a rate of $2.50 per line per month to cover all collocation
costs, generated recurring costs for the non-LD cases which are virtually identical to those
reported here at full deployment." We may thus conclude that line-related costs such as the
unbundled loop, the loop concentrator, the related DS-1s and the switch, along with the revenues
per line, dominate the calculations. More precision in other parameters will not alter the basic
conclusions.

It seems clear from the above analyses that the availability of UNEs at the listed prices
provides ample opportunity for a prospective CLEC to enter the local exchange business in the
Atlanta LATA. However, it may be useful to make a few observations about some implications
of the model and other issues that could affect the practical ability of a CLEC to enter the market.

First of all, we have selected the objective penetration — approximately 5 percent — on
the basis that anything smaller would not be meaningful in demonstrating the possibility of
effective competition, while anything larger would yield an even more favorable result. It was
also felt that a true competitive presence would be best demonstrated if the CLEC operated in the
entire LATA, which comprises 108 wire centers. Previous experiments had shown that restriction
to a subset of wire centers would not, in any event, materially affect the results.

Similarly, it was anticipated that competition would certainly be said to exist if the CLEC
served all segments of the population equally. Hence the “10, 10” scenario. Recognizing that this
is an unlikely business strategy, however, a case was examined assuming targeted marketing plans
which would be more attractive to certain demographic groups, measured by revenue — the “10,

3" scenario.

: Implementing Section 271; Private Gain vs. Public Harm, prepared by SPR on behalf of BellSouth Tele-

communications, August 18, 1998,
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Nonrecurring costs have been calculated and amortized so they can be accounted for as a
cost of doing business, and provide part of the costs to be offset against the revenue. They are
also considered as part of the cash flow analysis.

Support costs, including marketing, billing, customer service and the like, can vary
enormously, depending upon whether the entrant is a company such as AT&T, which already has
a substantial presence in the local market, and people, facilities and billing systems in place; or
whether it is a company that must start from scratch. Furthermore, all the parties that have
specific knowledge of these costs have great incentives to overstate or understate them. Hence,
such costs are subject to intense debate. They cannot be firmly estimated, so we have developed
results assuming: that the so-called SG&A expenses are equal to 25 percent of revenues, a ratio
which is typical of communications carriers; that there is a certain “getting started cost” for the
business; and that there is an acquisition cost per customer.

There has been much discussion during the course of the various “271” proceedings about
the adequacy of the ILECs’ operations support systems (“OSS”). This problem is mitigated, but
not eliminated, by the serving architecture selected for the model. The only BellSouth OSS
system which is needed to support this architecture is the provisioning system. Several different
types of connections must be provisioned, as follows:

¢ Collocation and DS-1 lines.

The collocation space is provided only once in each wire center, and subsequent
operations are only required when DS-1 lines are added. Normal ordering and
inventory procedures (e.g., the CLEC will generally order several DS-1s at a time to
cover its forecasted needs for some future interval) should keep the number of
provisioning events to a minirnum for DS-1 lines and associated cross-connects.

¢ Individual customer lines using unbundled loops.

This is the area where there is the most concern about the adequacy of BellSouth’s
systems. However, the scenario represented by the TELCOMP model evidences a
level of activity which is so small compared with BellSouth’s ordinary connect and
disconnect activity that it strains credibility to question BellSouth’s ability to meet the

demands.
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Significantly, since no shared network elements, such as switching elements or common
transport, are required, the provisioning and billing systems currently in use can, with modest
modification, be used to support CLEC operations. If shared elements were included, they would
require provisions for measuring and billing items which are not normally measured and billed, a
far more cumbersome process than dealing with discrete network elements such as loops and DS-
1 lines.

Finally, as mentioned above, the CLEC has ample opportunity to reduce costs stiil further
through selective deployment of its own facilities. In addition, there is an opportunity in the
serving scenarios we have outlined here for the CLEC to offer advanced services (which are

largely switch-based) and capture the corresponding revenues.

V. Conclusions

We conclude from this analysis that, under the existing arrangements for interconnection
and leasing of UNEs, a large CLEC, particularly an interexchange carrier, can profitably provide
local service in the Atlanta LATA in any of a number of ways. It can make a profit by serving all
customers equally, a greater profit by targeting its offerings to high-revenue customers, and even

greater profits by integrating local service with interexchange service.




- 18 -

Attachment 1
Data Required for TELCOMP © Model

For each wire center:

L.

AN I

Name (CLLI Code or other);

V&H Coordinates (location);

Number of business lines in service;

Number of residential lines in service;

Originating intralLATA and local minutes of use (“MOU”); and

Originating IntraLATA busy hour traffic volumes in erlangs (to be inferred from
monthly MOU by dividing by 12,000);

For the region as a whole:

1.
2.

$ 0o NN W

11.

V&H Coordinates of CLEC POPs (MCI Worldcom POP location as default);
Unbundled loop prices (in some jurisdictions this may vary by wire center, but
Georgia has a single rate);

Interoffice DS-1 UNE rates;

DS-1 local channel UNE prices;

Loop concentrator UNE prices;

Collocation charges;

Interconnection prices;

Number portability prices;

Total business revenue, including local service, local usage, intralLATA toll, SLC,
vertical services and interLATA access;

Total residence revenue, including local service, local usage, intraLATA toll, SLC,
vertical services and interLATA access; and

Distribution of business and residence revenues by customer.
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Assumptions about competitor’s network and services:

1.
2.

0 e N N AW

11.
12.
13.
14.
15.
I6.
17.
18.

Fraction of lines served by CLEC (penetration of target market);
Target markets selected, by revenue group (e.g., all business, top 30 percent
residential);

Capital cost for switching equipment;

Capital cost of DSX frames;

Cost of capital;

Depreciation lives for switching and other capital equipment;
Switch maintenance factor;

Amortization rate for non-recurring loops costs;

Amortization rate for other non-recurring costs;

Loading factors for billing, marketing, etc.;

Ramp-up period;

G & A costs as a fraction of revenues;

“Business getting started” cost;

Acquisition cost per customer;

Churn rate;

Additional interexchange customers served;

Additional interexchange revenue; and

Additional interexchange costs.




